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Mr. Nash, who was formerly in charge of the Accounts and Collec- sen 
tions Unit, was appointed in June to be Assistant to the Commissioner of ren 
Internal Revenue. This office was not newly created, but it had not Ta 
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What is the Matter with the 
Income Tax Unitr 


By Won. S. MoorHEApD* 


; ._} HAT is the matter with the Income 
Tax Unit?” is a question that is being 


asked from the Atlantic to the Pacific 


and from the Mexican 
border to Canada. The 


answers vary from a dis- 





point of the taxpayers, and since they consti- 
tute less than seven per cent of the public, the 
attitude of the people at large. The primary 
trouble is with the Reve- 
nue Act, or rather, the 
Revenue Acts; for the 


claimer that anything is 
the matter, on the part of 
some of the insiders, to 
the assertion that the 
present organization can 
never Carry on its work in 
a satisfactory manner or 
complete it within a rea- 
sonable time, on the part 
of an aggrieved taxpayer. 
“Speed up the audit of 
returns,” says one; “De- 
centralize the Unit,” sug- 
gests another; “Amend 


ELAY in the final audit and 

adjustment of many income tax 
returns for three, four, five or more 
years has led to the general conclu- 
ston that there must be something 
seriously at. fault either with the 
methods of assessment or the admin- 
istrative machinery of the Income 
Tax Unit. What can be done to 
speed up verification of tax reports? 
Mr. Moorhead makes some definite 


suggestions for improvement. 


Bureau is now adminis- 
tering the Acts of 1917, 
1918 and 1921. The yoke 
imposed by previous rev- 
enue laws was easy, and 
its burden comparatively 
light. Our Government 
entered the World War 
in the spring of 1917— 
“and it came to pass in 
those days that there 
went out a decree from 
Caesar Augustus that all 
the world should be 


the Act,” insists a third. 

In attempting to say 
what is the matter with the Income Tax Unit, 
I would not have you consider me a repre- 
sentative of the Government, or attribute my 
remarks to the Treasury Department. The 
Tax Simplification Board is composed of 
three persons appointed by the President to 
represent the public, of whom I am one, and 
three persons appointed by the Secretary of 
the Treasury from the Bureau of Internal 
Revenue. Those of us representing the public 


*Chairman of the Tax Simplification Board. Address made 
before the American Bar Association at Minneapolis, August 31. 


5 


taxed.” 

Congress was con-» 

cerned in securing revenue, getting it quickly 
and taking it where it could be found. Being 
engaged in a colossal war, our representatives 
did not philosophize upon the theory of taxa- 
tion, gave little consideration to adminis- 
trative difficulties and considered not the vexa- 
tion of the public. The public itself in those 
days paid their taxes cheerfully and without 
stint. |Our present tax laws are the inheritance 
of those days: A few evenings ago, in consid- 
ering—not without qualms—what I should 
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say to this enlightened association, I went 
back to first principles and pulled down Adam 
Smith’s “Wealth of Nations.” That classic 
was completed about the year “the embattled 
farmers fired the shot heard ’round . the 
world.” For the last century and a half it has 
been the foundation on which economists 
have builded. He lays down four maxims 
applicable to tax legislation, which may be 
paraphrased as follows: 


|. Taxpayers should contribute as nearly 
as possible in proportion to their respective 
abilities. 


2. The tax ought to be certain and not 


arbitrary. 


fs 


3. The tax ought to be levied at a time and 
in a manner most likely to be convenient for 
the contributor to pay it. 


+. Every tax ought to be so contrived as to 
take out and keep out of the pockets of the 
people as little as possible over and above what 
it brings into the public treasury. 


Application of Maxims 


Let us see how the Revenue Act of 192! 
squares with these maxims. As the result of 
exemptions and delinquencies, only about six 
per cent of the population pay income taxés. 
Some citizens well able to contribute to the 
expense of the Government escape a large 
measure of taxation by investment in tax- 
exempt securities. This is, of course, largely 
attributable to our form of government. It is 
possible, however, in my opinion, that the Act 
could have been so drawn as to eliminate a 
considerable measure of the preference tnci- 
dent to tax-exempt securities. Deductions 
from income being allowed by Congress as a 
matter of grace, some of them, particularly 
losses and interest, could be limited to the 
amount whereby those items exceed the in- 
come received from tax-exempt securities. 
The iniquity of these securities consists in 
their tendency to create a tax-exempt class of 
persons who are able to buy and hold them 
and to withdraw their capital from business 
enterprises which would produce income 
liable to taxation. 


Generally speaking, earned incomes pay a 
proportionately higher rate of tax than un- 
earned incomes, due largely to deductions that 
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are available to persons whose income is de- 
rived from the ownership of property. This 
statement is subject to some qualification, but 
I believe it is generally true. It is a question, 
however, entirely too large even to touch upon 
here and now. The justice of a measure of 
relief in favor of earned incomes seems to be 
generally admitted. The difficulty would 
arise in the administration of the relief, in- 
volving, as it would, a determination of what 
is earned income. Salaries, wages and fees 
manifestly constitute earned income. What 
is to be done in the case of the corner grocer, 
whose income is due partly to capital and 
partly to personal services? Many other in- 
stances of the difficulty in allocating income 
either to capital or labor will occur to you. 
Of course, the corner grocer may solve his 
difficulties by incorporation, but this is an un- 
satisfactory answer. ‘Theoretically, the line 
should be drawn between real earned and real 
unearned income, but practically it is impos- 
sible. It is my view that any relief in favor 
of earned income must be confined to earnings 
which are not derived in whole or in part 
from capital or in which the employment of 
capital is not necessary and is only incidental. 
Otherwise, such a provision would be impos- 
sible of satisfactory administration. The fact 
that absolute justice can not be obtained 
should not stand in the way of affording relief 
which will reach the great majority of cases 
and which may be availed of in others with 
little trouble. 


I do not believe that their most ardent de- 
fender would assert that the income and 
profits tax laws are certain. So many matters 
are left within the discretion of the Commis- 
sioner of Internal Revenue, which must of 
necessity be exercised through his subordi- 
nates. It seems just to provide that a reason- 
able allowance shall be .made for the exhaus- 
tion, wear and tear of property; that a rea- 
sonable deduction shall be allowed for the 
amortization of war facilities; that a reason- 
able allowance shall be made for depletion, 
and that the tax imposed in Section 220 shall 
not be incident unless the Commissioner certi- 
fies that in his opinion the accumulation of 
gains and profits is unreasonable for the pur- 
pose of the business. It appears to be fair to 
assess a tax on the excess profits of a corpora- 
tion, based upon its invested capital; to allow 
a paid-in surplus when it is shown to the satis- 
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faction of the Commissioner that tangible as- 
sets have been transferred to a corporation 
substantially in excess of the par value of the 
stock issued therefor, and to provide in ex- 
ceptional cases that the tax paid by a corpora- 
tion shall bear the same ratio to its net income 
that the average tax of representative corpora- 
tions bears to their average net incomes. 
When we come to the administration of these 


apparently just provisions, what do we en- 
counter? 


What reasonable allowance shall be made 
for depreciation is a matter of judgment, and 
is, therefore, uncertain. Honest differences of 
opinion are bound to arise between the tax- 
payer and the Government officials, and, in- 
deed, between those officials themselves. The 
reasonable deduction for the amortization of 
war facilities involves questions as to what are 
war facilities and as to what extent they are 
used in postwar activities. The reason- 
able.allowance for depletion requires the val- 
uation as of March 1, 1913, of all the coal, 
ore, oil, gas and other natural deposits in the 
United States acquired before that date and 
operated for profit. Most of these resources 
are under the ground. The valuation of the 
railroads by the Interstate Commerce Com- 
mission has been going on for years, and yet 
that problem is easy compared with the valua- 
tion of property which can not be seen. The 
excess profits tax law was repealed by the 
Revenue Act of 1921. Its administration, 
however, is still going on with respect to un- 
audited returns for the years 1917 to 1921, in- 
clusive.. The determination of invested capi- 
tal and paid-in surplus has not only proved to 
be complex, but has resulted in discrimina- 
tions between taxpayers situated substantially 
alike. Old and conservatively managed com- 
panies have written off items against current 
earnings, which under management less con- 
servative would have been added to the prop- 
erty account, thus increasing the invested capi- 
tal. The discrimination which results from 
the imposition of the tax in such cases is mani- 
fest. Of the four divisions of the Income Tax 
Unit dealing with the audit of returns, 
namely, the Personal Audit, the Corporation 
Audit, the Special Audit and the Natural Re- 
sources Divisions, the latter two are engaged 
primarily in the solution of the complex prob- 
lems arising out of these reasonable, but uncer- 
tain, provisions of the Act. As may well be 
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imagined, while the Personal Audit Division 
will probably become reasonably current with 
the work in the not too distant future, and 
while the Corporation Audit Division is fairly 
well in hand, the Special Audit and the Na- 
tural Resources Divisions are staggering 
under an apparently ever-increasing burden. 
There is a ray of hope for them, however, in 
the fact that when the problems of valuation 
and of invested capital are determined for the 
earlier years, the computations for the later 
years is greatly facilitated. The Commis- 
sioner has gathered together in these divisions 


groups of able men, but their task is an her- 
culean one. 


Capital Gains as Taxable Income 


The inclusion in taxable income of profit 
realized from the sale of capital assets and 
the allowance as a deduction of the loss sus- 
tained on their sale requires the valuation as 
of March 1, 1913, of capital assets acquired 
before that date and upon which a profit has 
been realized or loss sustained. The admin- 
istrative difficulties of such a computation are 
manifest. Capital gains are not taxed as in> 
come in England. The imagination is 
stretched in considering them a recurring flow 
of income upon which an income tax should 
be levied, just as it is in considering capital 
losses a recurring outgo, which should be al- 
lowed as deductions. The Supreme Court of 
the United States has held that Congress may 
tax such gains under the Sixteenth Amend- 
ment. Congress, however, is not obliged to 
tax this species of income and could, of course, 
eliminate capital losses as deductions. The 
Government actuary has expressed the opin- 
ion that if capital gains had been eliminated 
as income and capital losses as deductions, 
at the outset, the revenue of the Government 
would have been considerably increased. By 
this time the supply of old losses has been con- 
siderably diminished and there is a question as 
to whether or not both capital gains and capi- 
tal losses could be eliminated without impair- 
ing the public revenues. Such a step would 
greatly simplify the administration of the law 
A provision of this kind would not, and should 
not, relieve the trader or dealer in capital as- 
sets from including in capital income the 
profits made by him or deprive him of the 
right to deduct his business losses. 
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The proximate cause of the difficulties with 
which the Bureau is now confronted is that in 
drafting and enacting tax legislation, too little 
attention has been given to tax administration. 

The income tax is certainly not levied at a 
time when it is convenient to pay it. The tax, 
according to the computation of the taxpayer 
on his return of income, is payable, generally 
speaking, a year after he receives the income 
upon which the tax is levied. Would that I 
might stop here. Additional taxes are as- 
sessed upon the Government’s investigation 
of the taxpayer’s income and its computation 
of the tax, after applying the various rules of 
reason already mentioned, at any time or times 
from a year to five years after the income is 
earned. These additional assessments fre- 
quently come when the taxpayer has spent or 
lost the income upon which the tax is assessed. 
As I have said, the main trouble is with the 
provisions of a law which of necessity requires 
time for the computation of the tax with a rea- 
sonable degree of accuracy. The Bureau, 
however, can not escape entire responsibility 
for the delay, heavy as its burden may be. Be- 
fore I was appointed a member of the Tax 
Simplification Board, I had often expressed 
the opinion that the Government was endeav- 
oring to attain too high a degree of accuracy 
in such cases, for instance, as involve fixing 
the value of property or determining the 
amount of depreciation. It requires no argu- 
ment to demonstrate that 100 per cent accu- 
racy is unattainable. Perhaps 90 per cent of 
accuracy is obtainable by an audit within a 
given length of time and with a certain 
amount of work. The additional 10 per cent 
of accuracy requires not only the same length 
of time and the same effort, but a far greater 
length of time and effort as the approach is 
made towards absolute accuracy. Eventually 
the law of diminishing return comes into play 
and the additional percentage of accuracy is 
not worth the time and effort to attain it. In 
addition to this, the Government loses the in- 
terest upon the revenue which it would re- 
ceive in the event of prompt additional assess- 
ments which must further and considerably 
lessen the advantages of near absolute accu- 

racy. The inconvenience to the taxpayer in 
paying the tax increases in something like 
geometrical progression to the delay in assess- 
ing it. Taxpayers are required to maintain 
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unproductive reservations of capital until the 
end of the period of limitations and the loss of 
income resulting from this source alone must 
be enormous. To my mind, a considerable 
percentage of accuracy can be sacrificed on 
the altar of promptitude. 


Adam Smith says that a tax may take out or keep out 
of the pockets of people more than it brings into the 
public treasury in four ways: First, by the expenses 
incident to its collection. While the cost of collecting 
the internal revenue is large in amount, aggregating for 
the year 1922 about $35,000,000, the cost was a little over 
one per cent of the amount collected. It must be remem- 
bered, however, that much of this tax is assessed by the 
taxpayer upon himself in his return and paid by him at 
the time of the filing thereof, or in quarterly installments 
thereafter. It would be interesting to know how much 
it costs to collect the additional taxes assessed less the 
credits and refunds allowed. I have never seen any 
statistics on this point. 


The second way mentioned is by taking from pro- 
ductive industry the persons engaged in collecting the 
tax. The total personnel in the Income Tax Unit 
proper, not counting the employees in the Collector’s 
offices, amounts to 8,318. There are 6,477 persons em- 
ployed in the various Collectors’ offices, making a total 
of 14,795 employed in the assessment and collection of 
the income and profits taxes. 


The third way in which a tax may be unproductive 
is by the imposition of penalties ruinous to the taxpayer. 
Speaking of such penalties, Adam Smith says: 


“The law, contrary to all the ordinary principles of justice, 
first creates the temptation, and then punishes those who 
yield to it; and it commonly enhances the punishment, too, 
in proportion to the very circumstance which ought cer- 
tainly to alleviate it, the temptation to commit the crime.” 


I am firmly of the belief that penalties should be im- 
posed in cases of intentional evasions and fraudulent re- 
turns, but only in clear cases. The presumption of inno- 
cence should obtain and there should: be absence of rea- 
sonable doubt before the penalty is imposed. This, | 
believe, is the attitude of the Bureau. While ignorance 
of the law does not excuse, it should certainly palliate. 
Penalties for neglect should only be imposed where there 
is absence of ordinary care under the circumstances and 
it is my experience, generally, that ordinary care is rather 
a low degree of care. 


Lastly, a tax may be objectionable by subjecting the 
people to frequent visits and odious examinations of tax- 
gatherers. A new provision in the Revenue Act of 1921 
reads as follows: 


“That no taxpayer shall be subjected to unnecessary 
examinations or investigations, and only one inspection of 
a taxpayer’s books of account shall be made for each tax- 
able year unless the taxpayer requests otherwise or unless 
the Commissioner, after investigation, notifies the taxpayer 
in writing that an addicional inspection is necessary.” 


It is important, both from the standpoint of the taxpayer 
and the Government, that this provision should be car- 
ried out in spirit as well as in letter. 


(Continued on page 19) 
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‘Taxation of Dividends and Other 
Corporate Distributions 


By ARNOLD R. BaAar* 


NDER the Federal income tax law, the 
taxation of distributions made by cor- 
porations to their stockholders is gov- 

erned by the provisions of Section 201 of the 
Revenue Act of 1921. We are, of course, con- 
cerned only with the tax liability of the stock- 
holders as individuals, since it is recognized 
that a corporation which makes a distribution 
does not thereby incur 
any income tax liability. 
The term “distribution” 

includes not only the or- 
dinary current payment 
of cash but also any case 
of the transfer of funds 
or property from the cor- 
poration to the stockhold- 
ers on the basis of the 
ownership of stock, such the 
as a transfer of all of the 
corporate assets in kind 
to a trustee for the stock- 
holders or to a partner- 
ship of the stockholders, 
in liquidation of the cor- 
poration, or a payment of 
cash in reduction of the capital stock, either 
by the cancellation of a portion of the shares 
held by each stockholder or by the reduction 
of the par value of each share. These latter 
forms of distributions are included, respec- 
tively, in the terms of “liquidation distribu- 
tions” and “distributions in partial liquida- 
tion,” which will be given further considera- 
tion, while the first mentioned or ordinary 
form is commonly designated by the word 
“dividend,” and may or may not be covered by 
that term as defined by the statute. Another 
familiar class of distributions includes those 
payments of cash or transfers of property 
which, although not at all in liquidation of the 
capital stock, represent a payment from capital 
funds, such as reserves for the depreciation or 
depletion of capital assets, or credits created 


proper 








*Of KixMiller & Baar, Chicago. 


Address delivered before the 
American Mining Congress Convention. 


N developing the subject, partic- 

ular attention has been given to 
distributions from capital, from de- 
pletion and depreciation reserves and 
from realized or unrealized appreci- 
ation in the value of capital assets. 
A comprehensive analysis is made of 
interpretation to be 


placed upon income tax laws and 
regulations which apply to these im- 
portant factors in the computation 
of taxable income. 





upon the unrealized appreciation in value of 
such assets. Our present problems arise chiefly 
from the fact that the Revenue Act of 1921 
contains provisions relating to these various 
forms of distributions which are entirely un- 
like or are slightly different from those in the 
prior laws. Many of these new provisions are 
obscure, ambiguous, or incomplete, and thus 
present difficult questions 
of construction or appli- 
cation which have not 
yet been passed upon by 
any judicial or adminis- 
trative authority. The 
most significant of the 
changes in the law are 
those relating to distribu- 
tions in complete or par- 
tial liquidation of capital 
stock, to the exemption of 
profits earned or accrued 
prior to March 1, 1913, 
and to the effect upon 
cost and upon subsequent 
gain or loss of a distribu- 
tion which is not taxable 
as a dividend. 

Corporate distributions are classified by 
Section 201 of the Revenue Act according to 
the character of the source or fund from which 
the distribution is made. A “dividend” is de- 
fined in Section 201 (a) as under prior laws 
to include only a distribution made from 
earnings or profits accumulated since Febru- 
ary 28, 1913, and such a distribution is still 
exempt from normal tax and subject to sur- 
tax. The second classification, which we will, 
for convenience, refer to as “distributions 
from 1913 surplus,” includes (a) all other 
distributions from earnings and profits, name- 
ly, from those accumulated prior to March 1, 
1913, and also (b) distributions made from 
the “increase in value of property accrued 
prior to March 1, 1913,” which may or may 
not be represented by “earnings or profits” as 
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the increase in value may or may not be real- 
ized as a profit by the corporation upon a 
disposition of the property prior to the distri- 
bution. All other distributions, made from 
any source other than the “earnings or profits 
accumulated,” either before or after March 
1, 1913, and the increase in the value of prop- 
erty accrued before that date, are included in 
a third classification, which we may, for con- 
venience, call “capital distributions.” Appar- 
ently, the only available sources for such a dis- 
tribution are (a) the capital originally paid 
in and (b) increases in the value of property 
accruing subsequent to February 28, 1913, and 
distributed without realization as a profit by 
the corporation. This classification will be 
made more clear by illustrations in connec- 
tion with the later discussion. 


Changes Effected by 1921 Act 


Not only do the provisions of Section 201 
refer expressly to “every distribution” and 
“any distribution,” but the scope of this sec- 
tion is undoubtedly broader than that of the 
similar section of the Act of 1918 as the result 
of two differences between the two Acts. This 
section in the Act of 1921 does not contain a 
single express reference to liquidation distri- 
butions, but-during the legislative progress of 
the bill, there were eliminated various provi- 
sions of similar purport to the following, in 
Section 201 (c) of the Act of 1918: 


“Amounts distributed in the liquidation of a corpora- 
tion shall be treated as payments in exchange for stock or 
shares, and any gain or profit realized thereby shall be 
taxed to the distributee as other gains or profits.”’ 


There was also inserted in the present law (by 
the Conference Committee, after the conclu- 
sion of all debate on the floor of both Houses 
of Congress) the following paragraph, con- 
taining provisions expressly directed to distri- 
butions from capital and sources other than 
profits and not resembling any provisions 
found in any prior income tax laws. This is 
Section 201 (c) of the Act of 1921, which 
states: 


“(c) Any distribution (whether in cash or other prop- 
erty) made by a corporation to its shareholders or mem- 
bers, otherwise than out of (1) earnings or profits ac- 
cumulated since February 28, 1913, or (2) earnings or 
profits accumulated or increase in value of property ac- 
crued prior to March 1, 1913, shall be applied against 
and reduce the basis provided in Section 202 for the pur- 
pose of ascertaining the gain derived or the loss sustained 
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from the sale or other disposition of the stock or shares by 
the distributee.” 


It thus appears that there is no basis for mak- 
ing any exception in the application of Section 
201 to any distribution, even though clearly 
made from paid-in capital or from reserves, 
and even though made in final liquidation of 
the corporation or upon the reduction or par- 
tial retirement of the capital stock. 


The source from which a distribution is 
made and its classification under the income 
tax law is not left to be determined by the act 
of the corporation, the directors, or the stock- 
holders,. as under former laws, but is fixed as 
under the Acts of 1917 and 1918 by a rule of 
statutory priority, which, in the present law, 
is stated as follows, in Section 201 (b): 


“(b) For the purposes of this Act, every distribution 
is made out of earnings or profits, and from the most 
recently accumulated earnings or profits, to the extent 
of such earnings or profits accumulated since February 

% ” 


am, 93; * * 


It is, of course, clear, from this provision, that 
there may be no distributions of the second or 
third classes (which we have designated as 
distributions from 1913 surplus and capital 
distributions) at a time when a dividend dis- 
tribution of the first class might be made, ex- 
cept to the extent that the distribution is in 
excess of the amount of the earnings or profits 
accumulated after February 28, 1913. It is, 
however, open to question whether the statute 
does not fail to establish a priority between the 
earnings or profits accumulated prior to 
March 1, 1913, and the capital or sources 
other than earnings or profits. If the limita- 
tion, ‘“‘to the extent of such earnings or profits 
accumulated since February 28, 1913,” can 
be construed to apply only to the second of the 
preceding clauses, referring to “the most 
recently accumulated earnings or profits,” 
then the first clause would be unlimited and 
would prescribe that there could be a distribu- 
tion from sources other than profits only after 
the distribution of all earnings and profits, 
whether accumulated before or after March 
1, 1913, as under the Acts of 1917 and 1918. 
If, however, as seems more in accord with the 
form of the sentence, the limitation is appli- 
cable to the provision as a whole, then this 
section is to be read as if it stated that “to the 
extent of the earnings or profits accumulated 
since February 28, 1913, every distribution is 
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made out of earnings or profits,” and to the 
extent that a distribution is in excess of the 
earnings or profits accumulated since Febru- 
ary 28, 1913, the statute does not fix the 
source. It is, therefore, possible that to distin- 
guish between earnings accumulated prior to 
1913 and sources other than earnings there 
may ‘be a return to the rule at one time in 
effect, that the source of the distribution was 
to be determined by the declaration of the 
board of directors or by the action of the cor- 
poration in making the payment. On the 
other hand, it seems more likely that regula- 
tions or administrative practice, although 
silent up to the present time, will cover this 
point and will hold that a distribution may be 
made from other sources, such as capital, only 
after the distribution of all earnings and 
profits, including those accumulated before 
March 1, 1913. In this discussion it will, 
therefore, be assumed that this rule is in effect. 


It.is clear that the treatment of distribu- 
tions for income tax purposes is based upon 
the determination of the “earnings or profits 
accumulated” both before and after March |, 
1913. Since it would have been most natural 
for Congress to use the’ term “net income” if 
this section was intended to refer to the tax- 
able gain defined and determined by other 
sections of the statute, it must be concluded 
that a different concept was here indicated. 
Taxable “net income” is determined under 
the statute with reference not only to certain 
rules for ascertaining economic gain but also 
to certain rules of policy. For example, a cor- 
poration is allowed to deduct its ordinary ex- 
penses because its actual gain is thereby re- 
duced, but it is denied a deduction for the pay- 
ment of its Federal income tax, not because 
this payment does not in fact reduce its actual 
income but in order to prevent an undesirable 
fluctuation in liability and indirect neutraliza- 
tion of the tax rates. 


There is no reason why rules of policy in 
the determination of net income should be car- 
ried over into the determination of earnings 
or profits, and it is clear from the admin- 
istrative rulings that the Government regards 
them as inapplicable. Interest on certain Gov- 
ernment obligations is not included in the 
gross or net income of the corporation which 
receives it, because of constitutional or statu- 
tory exemptions based upon policy, but when 
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such interest is’ used after receipt to make a 
distribution to stockholders the regulations 
hold and there has been no doubt (at least 
until the recent opinion of the Attorney Gen- 
eral) that such interest constitutes “earnings 
or profits accumulated” and that such distribu- 
tion is a taxable “dividend.” Similarly, it has 
been held that although a corporation is 
wholly exempt from tax upon its income, a 
dividend paid from its “earnings or profits 
accumulated” is taxable to the recipient and 
exempt from the normal tax (I. T. 1394, I-2 
C. B. 147). It was also held under the Act of 
1918 that a profit accrued prior to March |, 
1913, and subsequently realized, although not 
taxable as income, constituted earnings of the 
subsequent period and that a distribution 
thereof was a taxable dividend (Sol. L. Op. 
1073, 5 C. B. 26). It was undoubtedly for the 
purpose of overcoming this last ruling that 
there was inserted in the Act,of 1921 the spe- 
cial provision for a distribution made out of 
an increase in the value of property accrued 
prior to March 1, 1913. Although this change 
in the law has by regulation been extended re- 
troactively to the period covered by the Reve- 
nue Acts of 1916, 1917, and 1918, which had 
been differently construed, this action may 
very well have been taken for reasons of pol- 
icy, to promote uniformity and equality, and 
does not seem to indicate any reversal of opin- 
ion or any weakness of Sol. L. Op. 1073 upon 
principle. Therefore, it may be taken as 
established that the earnings or profits, for 
purposes of distribution, include all gains or 
income actually realized or received, even 
though not taxable. On the same basis there 
should be deducted all items properly charge- 
able against earnings upon principle, even 
though not allowed as deductions from tax- 
able income for reasons of policy, such as do- 
nations, losses in illegal transactions, Federal 
income taxes, premiums on business life in- 
surance (at least in excess of increase in sur- 
render value), etc. Conversely, deductions 
allowed for reasons of policy, but which do 
not in fact diminish income, such as the deduc- 
tion for dividends received from other cor- 
porations, should be ignored. 


On the other hand, it seems highly desir- 
able that the determination of “earnings or 
profits accumulated” should observe any rules 
prescribed by the statute or adepted by ad- 


ministrative practice as the basis for ascertain- 
(Continued on page 21) 





Assessment of Additional Income 
Taxes for Prior Years 


By Frank T. Caspers* 


ministration of the Federal income tax 
laws which produces more trouble, an- 
noyance, and expense than the assessment of 
additional taxes for prior years. Corporations, 
computations of whose tax liability is fre- 
quently an involved procedure, are the main 


4 ‘HERE is probably no feature of the ad- 


The average corporation in years prior to 
the application of the income tax entrusted the 
duty of keeping books of account to underpaid 
bookkeepers whose capabilities were generally 
limited to a fair knowledge of the double entry 
system of bookkeeping. Capital, surplus and 
depreciation accounts were improperly set up. 


sufferers. Adjustment of 
individual returns usu- 
ally involves inconsider- 
able trouble. 

The method followed 
in most cases where addi- 
tional assessment has been 
made, is as follows: After 
an office audit in Wash- 
ington or a field audit by 
an examining agent, the 
taxpayer receives a letter 
from the Commissioner 
of Internal Revenue ad- 
vising him that, as a re- 
sult of such audit, addi- 
tional tax liability has 
been disclosed and the 


. eee as originally computed 

are usually paid reluctantly 
enough; but this outlay, as a rule, is 
cheerfully made in comparison with 
the feeling accompanying an addi- 
tional assessment. In this article the 
author sets out what his experience 
has led him to consider the principal 
causes of additional assessments with 
the procedure which he deems most 
advisable in such events. Inciden- 
tally, he raises the question of the 
extent to which professional legal 
advice 1s necessary in income tax 


It was not uncommon to 
find instances where pros- 
perous and fairly large 
corporations entirely 
lacked record of a sur- 
plus account. In such 
cases the profit and loss 
account was used as a 
mixed capital and operat- 
ing account. The books 
would indicate receipts 
and expenditures, bills 
receivable and payable, 
and the cash balance, but 
the records were kept in 
such a manner that at no 
time could a statement be 
drawn off accurately 





taxpayer is given thirty 
days in which to show 
cause why the proposed 
assessment shfould not be 
levied. If the taxpayer 
does not show cause, the assessment will be 
made and his only remedy then will be to pay 
the additional tax and file a claim for refund 
Or institute a suit for recovery. 

If the proper steps are taken, the taxpayer 
can often secure the abatement of the tax as- 
sessed, wholly or in part, by submitting a prop- 
erly prepared statement of facts. The finding 
of additional liability is most frequently due 
to improper interpretation of regulations and 
poor accounting methods existent in the past 
and is not, as is popularly believed, due to 
willful falsification of records except in a 
very few instances. 


practice. 
rebuttal. 





* Of Frank T.-Caspers & Co.. Income Tax Specialists, Auditors, 
Appraisers and Industrial Engineers, Chicago. 


It offers opportunity for 


showing the net worth of 
the corporation. 

Bookkeeping and au- 
diting expenditures :were 
regarded as an unproduc- 
tive outlay to be kept down to the lowest pos- 
sible figure and improvements in methods of 
accounting were adopted as a last resort. 
Shortcomings in accounting methods were 
generally made manifest when the corpora- 
tion was requested to furnish a statement of 
its net worth preliminary to negotiating a loan 
or to establish a credit rating. 

When the excess profits tax laws went into 
effect in 1917, a very small percentage of cor- 
porations were able to submit tax returns 
properly reflecting the actual invested capital. 
Their methods of accounting did not permit of 
the proper deductions from gross income being 
made, and as a result, taxable net incomes were 
larger in a great many cases than was the true 
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state of affairs. Most returns for 1917 and 
subsequent years were hastily prepared by 
bookkeepers and others woefully ignorant of 
accounting, as well as tax laws and regulations, 
and it is safe to assert that not more than ten 
per cent of these returns were prepared in 
such a manner that the proper tax liability 


could be assessed. Over a quarter of a billion 


dollars in additional taxes has been assessed 
and collected by the Internal Revenue Bureau 
for the year 1917 alone and the audit of re- 
turns for that year is not yet completed. 


When a notice of a special assessment is re- 
ceived, there is a disposition to view the rem- 
edy entirely as a matter of legal procedure. 
Assessments of this nature are, it may be safely 
estimated, a ninety per cent accounting propo- 
sition. In practically all cases the findings of 
the Commissioner are based upon the actual 
showing of the books of account and only in 
exceptional cases, it has been our experience, 


are technical questions of construction of law 
involved. 


Among the most common causes contribut- 
ing to the finding of additional tax liability 
are: 

1. Failure to charge off proper deprecia- 
tion, especially on acquired patents, leases, etc. 


2. Capital expenditures charged to expense 
and subsequently disallowed as a deduction 
and not restored to capital account. 


3. Dividends paid in excess of earnings and 
income improperly prorated. 


4. Disallowance of bad debts charged off 
and not properly restored to surplus. 


5. Original invested capital arbitrarily 
charged off and not restored to capital account. 


6. Life insurance premiums disallowed as 
an expense and not restored to capital account. 


7. Failure, in case of property acquired 
prior to March 1, 1913, to use March 1, 1913, 
valuation of physical assets as a basis for de- 


preciation charges and profit or loss on subse- 
quent sales. 


8. Failure to include in invested capital 
acquired intangible assets such as patents, 
leases, good will, trade marks, formulas, etc. 


9. Failure to restore to invested capital all 
items of deduction disallowed in prior years. 


There are many other causes which either 
tend to increase the net income or decrease the 
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invested capifal. The income tax regulations 
are fair to the taxpayer in that they permit 
him, where accounts have been improperly 
kept, to make necessary adjustments in his 
books of account, file amended returns, and 
make claim for refund or credit for any over- 
payments of the actual liability. 


The proper procedure for a taxpayer who 
is about to be assessed an additional tax for 
prior years would, therefore, seem to be to 
arrange for a proper examination of his books 
of account, ascertain the defects in his system, 
make the necessary adjustments to conform 
with Federal tax requirements, and prepare 
an intelligent statement pointing out in detail 
the adjustments made, why they were made, 
and noting the difference in the results as 


shown before and after adjustments were 
made. 


Records Assumed to ‘Be Correct 


It should be remembered that the-.examin- 
ing Revenue Agent works on the assumption 
that the taxpayer’s books of account are kept 
in a proper manner and that his findings are 
based upon the condition of the books at the 
time of examination. He has no authority to 
make adjustments in accounts erroneously kept 
and his report is based upon the facts dis- 
closed. The taxpayer is furnished with a copy 
of his report and has ample time to prepare an 
appeal in the period between the receipt of 
the copy of this report and the expiration of 
the thirty-day period granted the taxpayer in 
which to show cause why the additional assess- 
ment should not be made. 


Persona! experience in many cases of this 
nature attest that in every instance the officials 
of the Income Tax Unit, the Solicitor’s office, 
and the Committee on Appeals and Review 
have afforded taxpayers gratifying considera- 
tion. Where it was found impossible to pre- 
pare the necessary data within the time limit, 
they invariably granted further extensions of 
time in which to prepare appeals and gave im- 
partial consideration to the various points in- 
volved. As a rule, they are inclined to give 
the taxpayer the “edge” on a close decision. 

A few actual cases are given to illustrate the 
nature of the adjustments which frequently 
follow assessment of additional taxes. 

The B. Construction Company in years 
prior to 1918 kept their books of account on 
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the accrual basis. In 1917 they reported their 
income on a cash receipts and disbursement 
basis. During the latter part of 1922 they were 
subjected to a field audit and the report of the 
examining agent disclosed an additional tax 
liability for 1917 amounting to $15,203.20 and 
the company was given thirty days in which to 
show cause why the additional tax should not 
be assessed. The company’s income was found 
to be largely from payments on contracts 
spread over a period of years. The books 
were put on a “completed contract basis” and 
the necessary adjustments were made with the 
result that the appeal showing cause why the 
assessment should not be made resulted in the 
reduction of the proposed additional tax from 
$15,203.20 to $355.12. This saving was effected 
at a comparatively small cost to the taxpayer 
and in the auditor’s report, accompanying the 
appeal, was shown twenty-three exhibits and 
seventy-two schedules, giving in detail the 
various adjustments made, reconciliation of 
revised net incomes, original and revised bal- 
ance sheets and original and revised surplus 
accounts from the date of the company’s or- 
ganization in 1906 to 1921 inclusive. 


Other Tax Reduction Cases 


In the case of the S. S. S. Company, pro- 
posed additional taxes for 1917-1918-1919 
amounting to $11,000 were abated and $82,000 
was restored to capital account representing 
physical assets erroneously charged to expense 
and overdepreciated in prior years. 


D. F. Company—Refund of $2,025.45 was 
secured for 1917-1918-1919 through restora- 
tion to Capital Account of $25,000 arbitrarily 
charged off in 1912. 


R. F. Manufacturing Company—Abate- 
ment of $3,400 for 1917 was secured. $14,000 
alleged excessive officers salaries disallowed 
were subsequently restored upon proper pre- 
sentation of facts. 


C. & B. P. Company—Years 1919 and 1920; 
refund of $1,549.17 secured through proper 
addition to Capital Account of physical as- 
sets not carried on books. 

D. J. P. Company—Tax liability for 1918 
reduced from $36,000 to $25,000 upon request 
for redetermination of liability by Commis- 
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sioner and addition to Capital Account of 
physical assets, subscription lists, etc., not on 
books. 


W. D. G. Company—$64,000 for year 1917 
restored to Capital Account resulting from 
erroneous reduction of Paid in Capital by ex- 


_amining agent on account of failure to charge 


off depreciation in prior years. 


The above cases are fair samples of the 
average run of additional assessment cases and 
should prove to the average taxpayer that the 
Government is willing to be shown in all cases 
of this kind and that any meritorious case, 
when properly presented, will have fair and 
equitable consideration. In very few in- 
stances are there any intricate questions of law 
involved. Where there has been no falsifica- 
tion of records, additional taxes are usually 
assessed as a result of poor accounting methods 
in the past. The taxpayer’s books of account 
should first be properly adjusted. These ad- 
justments can be made by any competent ac- 
countant and the next step would be for the 
taxpayer to comply with the commissioner’s 
thirty-day letter and have prepared an intel- 
ligent statement of facts based upon the ad- 
justments made in his books. In all such cases 
he will find that the officials of the Internal 
Revenue Bureau will give careful considera- 
tion to the facts presented. 


The assessment and collection of an addi- 
tional tax for prior years frequently results in 
severe hardships. In many cases these assess- 
ments come at a time when the personnel of 
the officers, directors and stockholders have 
undergone a complete change and the profits 
of the year or years affected have been dis- 
tributed and expended. In such cases the 
new stockholders are compelled to pay for 
the sins of omission and commission of the 
former officials. While the personnel has 
changed, the law holds that the corporation 
as an entity has not changed, and of course 
holds the corporate entity responsible for tax 
deficiencies of former years. There have been 
numerous instances where corporations have 
been forced to liquidate in order to pay addi- 
tional taxes assessed for prior years. Others 
have been forced to suspend dividend pay- 
ments, negotiate loans and assess stockholders 
in order to meet these payments. 


It is probable that had these corporations 
caused a thorough examination of their books 
of account to be made, adjustments in many 
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instances could have been effected which 
would have had the result of securing refunds 
or credits of taxes overpaid in years subse- 
quent to the year or years for which additional 
taxes were assessed, that would have offset the 
additional liability found. 


Many taxpayers fail to realize that most 
of the adjustments made as a result of a Gov- 
ernment audit in one year have the effect of 
throwing back into surplus all amounts dis- 
allowed as a deduction and naturally increases 
the invested capital for the subsequent year 
and has the further effect of reducing their 
tax liability for that year, if one of the years 
in which the excess profits tax was applicable. 
Any adjustment which increases or decreases 
the net income for any particular year affects 
the surplus and the invested capital of the fol- 
lowing years. Too little atfention has been 
paid to the far-reaching effects resulting from 
changes in either the net income or invested 
capital of the corporation for years in which 
income was subject to the excess profits tax. 
Officials of corporations very often, rather 
than go to what they consider an additional 
expense in properly presenting cases of this 
kind, following additional assessments, pay 
the additional tax assessed, never dreaming 
that unless the matter is adjusted it vitally 
effects their tax liability for all subsequent 
years and may result in their paying amounts 


largely in excess of their actual liability for 
these years. 


Taxpayers who may be assessed additional 
taxes for prior years should by all means cause 
a thorough investigation of their books of ac- 
count to be made before paying same. There 
is always the chance that adjustments can be 
made in accounts not affected by the Govern- 
ment audit which would have the effect of giv- 
ing them credit for overpayments of taxes in 
subsequent years that would more than offset 
the additional taxes found due for the prior 
years. It should also be borne in mind that 
the Government’s findings are mainly based 
on the condition of the taxpayer’s books at the 
time of the audit and that the regulations are 
extremely liberal in allowing belated adjust- 
ments to be made in accounts which had been 
improperly kept. There is a widespread im- 
pression that the Government’s action in such 
matters is arbitrary and denies to the taxpayer 
the right of appeal. This view should not be 
taken by the taxpayer, as he is given every op- 
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portunity to Show cause why such assessment 
should not be asserted, and it is entirely up to 
him to make such a showing. The Internal 
Revenue Bureau has no desire to enforce the 
collection of taxes which are not justly due 
and the writer knows of numerous instances 
where overpayments of actual liability have 
been voluntarily refunded by the Department. 

The adjustment of these cases should be en- 
trusted to a competent tax practitioner who 
has a thorough knowledge of accounting. 
They will find that through this method their 
cases can be properly presented at a minimum 
of cost, trouble and annoyance. 


Warning Against Increase of 
Local Tax Burdens 


HE National Industrial Conference 

Board has sounded a‘warning against 
the extensive growth of local indebtedness, the 
inevitable result of which, it says, “is that fu- 
ture generations will be weighed down by 
debts, the proceeds of which were being used 
for the construction of improvements that the 
present generation is enjoying and many of 
which will have outlived their usefulness 
within the present generation.” 


The Board called attention to the fact that 
the total gross bonded indebtedness of state 
and local governments has increased from 
$3,850,000,000 in 1913 to more than $10,000,- 
000,000, placing an annual burden of $45 on 
every man, woman and child in this country 
for debt service charges. 


“Some municipalities,” the Board says, 
‘have utilized methods more becoming to fly- 
by-night enterprises than to governmental 
bodies that should serve as models of conduct 
to private industry.” 





U.S. Reaps Rich Harvest From 
Championship Battle 


N THE Dempsey-Firpo fight, the Govern- 

ment won the big end of the purse. Official 
check shows that the admissions tax amounted 
to $108,054.80. To this will be added the in- 
come tax on thé amounts received by all who 
profited from the contest. The total is esti- 
mated at approximately $500,000. Firpo, a 
nonresident alien, pays 8 per cent normal tax 
on all income received. 








The Effect of ‘Taxless Securities 
on Industry 


By GLENN GrRISWOLD* 


HOSE who are opposed to an amend- 

ment to the United States constitution 

forever putting an end to the exemption 
of securities from taxation—and they are a 
worried minority consisting principally of 
professional politicians—have hit upon an in- 
genious scheme to talk the next Congress out 
of passing the amendment resolution. 


Great stress is put upon the fact that before 
a constitutional amendment can be passed, 
Congress must pass a resolution and it must be 
adopted by at least thirty-six of the forty-eight 
states. Exaggerated insinuations are made as 
to the probability of this process requiring 
several years. 


What is characterized as a much simpler 
and more effective disposition of the matter 
is a reduction of the present income surtaxes 
by about 50 percent. It is pleaded that money 
goes into tax-exempt securities largely because 
rich people are evading the severe penalties of 
taxation, and that, if surtaxes were lowered, 
the funds of wealthy individuals and trusts 
would again flow into industry. 


Let us wish the obstructionists well. Let us 
hope that they pass the proposed tax reduction 
measure. Let us even see to it that they do 
pass it, for there is sound reasoning in the de- 
fense they make of it. 


But let us not under any circumstances ac- 
cept the one as a substitute for the other. On 
the contrary, let business awaken to the fact 
that the absurdities of tax-exemption are driv- 
ing money out of industry and are responsible 
in a large measure for the fact that corporate 
stocks are selling at the lowest discount in his- 
tory, asset values and general business condi- 
tions considered. 


A considerable portion of the tax-exempt 
securities now being offered grow out of 
profligacy in state and municipal expendi- 





*Editor, Chicago Journal of Commerce. 
mission. 
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tures, and logically, though in seeming 
paradox, this profligacy is the result of tax- 
exemption. 

The apologists usually defend tax-exemp- 
tion on the theory that it permits government, 
in its various agencies, to borrow money 
cheaper than is permitted to other borrowers, 
and that being true, tax-exemption should be 
encouraged as a matter of government thrift. 
Experience teaches, however, that it leads 
only to government extravagance. A few fig- 
ures will illuminate. 


The aggregate revenues of State govern- 
ments increased from $368,000,000 in 1913 to 
$959,000,000 in 1921, an advance of 161 per 
cent. State indebtedness increased 139 per 
cent. Two hundred and seventy-seven of the 
large cities increased their tax collections 76 
per cent in the same period and added 49 per 
cent to their bonded indebtedness. Counties 
increased their revenues by 127 per cent and 
their indebtedness by 195 per cent. 


The States and municipalities have no war 
excuse for this extravagance, since the only 
appropriations chargeable directly to the war 
would be soldiers’ bonus expenditures, which 
are relatively small. 


The Federal Government, after increasing 
its indebtedness from $1,000,000,000 to $27,- 
000,000,000 because of the war, has been able 
to retire approximately $5,000,000,000 of that 
war indebtedness. Federal revenues required 
for Government operation, which rose from 
approximately $1,000,000,000 in 1917 to $5,- 
737,000,000 in 1921, have been reduced to $3,- 
753,000,000. If the Federal Government, 
with all the tremendous expense of war ad- 
justment, can pay off $5,000,000,000 of war 
bonds and at the same time reduce its required 
revenue by $2,000,000,000, what justification 
is there for the States and municipalities con- 
tinuing their extravagance? A few more 
figures: 

The State of Michigan, in the year ended 
June 30, 1922, spent $24.07 per capita, as 
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compared to revenues of $16.06. The city of 
Hoboken, N. J., reports per capita expendi- 
tures of $71.03 against revenues of $52.60, and 
these are representative of what is happening 
in State and municipal expenditures. The 
State of Illinois, in its last fiscal year, spent 
$7,000,000 more than its revenues. 


Secretary Hoover is prepared to demon- 
strate that we could supply every person in the 
United States with the same amount of com- 
modities he consumed ten years ago and lay 
off 2,000,000 people. If he can prove that 
statement, he has convicted the country of 
wanton extravagance. 


There is no economic reason why States 
should borrow any more cheaply than cor- 
porations or individuals. On the contrary, 
there is every reason why they should pay the 
going rate for money. 


When the city of Chicago borrows money 
for public works at 2 per cent less than the 
industrial borrowing rate, that 2 per cent is 
assessed by the immutable workings of eco- 
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nomics agairist those who own the industries 
of the country and must borrow in competi- 
tion with the tax-free bond. Is there any rea- 
son why Chicago should not pay for her own 
improvements, any reason why the whole 
structure of industry should be sapped to give 
Chicago people cheap money to spend ex- 
travagantly? 

We have somewhere between $1 5,000,000,- 
000 and $30,000,000,000 of tax-exempt securi- 
ties in this country today, the figure depending 
on the classification that is made of those 
partly exempt. That means $30,000,000,000 
that has been attracted to nonproductive em- 
ployment at the expense of industry. And the 
total capital account of all the railroads of 
this country is but $19,000,000,000! 

Of course, no law could be retroactive and 
these tax-exempt securities would endure until 
maturity. However, the mere passage of the 
amendment would give industry a breath of 
new life and as tax-exempt securities matured, 
money would again flow to the use of railroads 
and industries which made the country great. 





Business Leader Would Radically Change 
Tax Policy 


Dacian: seemingly increasing extent to which 
various ingenious legal devices are being 
resorted to in order to reduce income tax lia- 
bilities is an effect of the high rates that is 
becoming a favorite subject for articles in 
popular magazines. 


In the issue of September 15th, Collier’s 
Weekly presents some changes in tax policy 
which are proposed by “a business leader of 
national reputation.” His identity is not re- 
vealed. 


The following summary is made of the 
ideas presented : 


“1. Taxes should be planned, first for their 
social effect on the progress of the nation, and 
secondarily for revenue. 


“2. National progress depends upon the 
initiative of individuals; therefore, every per- 
son should be encouraged to earn and invest 
as much money as possible during his lifetime. 


“3. To prevent waste and stagnation of 
capital in the hands of endowed loafers, large 
fortunes should be broken up at death. 


“4 Abolish surtaxes on incomes. 


They 
discourage productive effort. 


“5. If we do this, tax-exempt securities 


will no longer have special value for tax- 
dodging. This would make it unnecessary to 
pass the amendment providing against tax ex- 
emption. (There are already $10,000,000,000 


tax-exempt securities, which cannot be re- 
called.) 


“6. Put a graduated tax on all gifts and 
inheritances—the tax to be computed not on 
the total estate, but on the amount received by 
each beneficiary. Thus, a fortune of $10,000,- 
000 left to 10 heirs would pay much less tax 
than one of the same amount left to only one. 


“7. Exempt small gifts and legacies, so that 
everyone can provide adequately for his de- 
pendents; tax lightly up to $250,000; legacies 
or gifts beyond $10,000,000 might pay as 
heavily as 50 per cent. 


“8. The Government should not become a 
stockholder in business. Securities which pass 
to an heir would have to be sold and payment 
made to the Government in cash or Govern- 
ment bonds. In order to prevent sudden de- 
preciation in values, legatees of large sums 
should be given an extended period of time in 
which to pay the tax—perhaps 10 to 15 years.” 
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| TAX EVENTS AT WASHINGTON 


CHANGE in the procedure for making 
A additional -assessments against taxpayers 
will soon be in effect, as is indicated by 
a Field Order issued by the Income Tax Unit. 
As provided in the order, the taxpayer will be 
allowed a hearing before the Internal Revenue 
Agent in Charge before the additional assess- 
ments are made by the Commissioner. 


When a field audit is made, the taxpayer 
will be sent a copy of the audit and will then 
be allowed 20 days within which to present to 
the Internal Revenue Agent in Charge any 
protests, briefs, or letters containing addi- 
tional information. Such instruments should 
be filed in duplicate. These papers will re- 
ceive consideration by an examining officer 
appointed by the Revenue Agent in Charge 
before the report with all papers pertaining 
to it is transmitted to Washington for action 
by the Commissioner. It is also provided that 
the examining officer may order a reaudit, in 
which case the taxpayer will be allowed a fur- 
ther hearing before the report is transmitted 
to Washington. It is expected that the text 
of the Field Order will soon te issued as a 
ruling by the Department. 


Organization Changes 


The Bureau of Internal Revenue recently 
issued an announcement with regard to 
changes in organization, which, in part, is 
given below. Reference to the articles by 
George Maurice Morris in the June and July 
issues of this magazine, which detailed the or- 
ganization of the Income Tax Unit and the 
functions of the various subdivisions as at that 
time prevailed, will be helpful in this con- 
nection in visualizing the extent and nature 
of the changes made. 


“To effect a closer supervision of the audit, 
to insure greater production, to speed up and 
secure closer co-ordination of the work, and 
to reduce to a minimum the physical transfer 
of cases, the following changes in the organi- 
zation of the Income Tax Unit of the Bureau 
have been made effective at the close of busi- 
ness, September 8th: 


‘tablished. 
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“The Special Audit Division, and the Con- 
solidated Returns Subdivision, are abolished 
as such, and a Consolidated Returns Audit 
Division is established, consisting of the sec- 
tions of the present Consolidated Returns Sub- 
division and the Amortization and Review 
Sections. The Special Assignment Section is 
abolished. The Special Adjustment and Spe- 
cial Assessment Sections are transferred to the 
office of the Deputy Commissioner. 


“The Natural Resources Division is abol- 
ished as such, and an Engineering Division 
and a Natural Resources Audit Division es- 
The Engineering Division will 
consist of the five valuation sections. The 
Natural Resources Audit Division will con- 
sist of audit sections F, G, H and Review. 


“The Administration Division and_ the 
Records Subdivision are abolished as such, 
and a Records Division and a Service Divi- 
sion established. The Records Division will 
consist of the sections of the present Records 
Subdivision and the Proving and Sorting Sec- 
tions. The Service Division will consist of 
the Stenographic and Building Equipment 
and Supply Sections. The Orders and Codes 
Section is abolished as such, and its work and 
personnel transferred to the office of the As- 
sistant Deputy Comissioner. 


“The office of the Supervisor of Claims is 
abolished. 


“The changes in organization involve no 
reduction in personnel.” 


New personnel assignments have been made 
as follows: 

L. T. Lohmann, chief of the Consolidated 
Returns subdivision, has been designated head 
of the Consolidated Returns Audit Division. 
Sidney Alexander, head of the Special Audit 
Division, has been made head of the new Nat- 
ural Resources Audit Division. Paul Cain, 
assistant head of the Special Audit Division, 
has been assigned as head of the Consolidated 
Returns Audit Division. R. H. Akers, who 
was chief of the Special Assignment Section, 
will assume the office of chief of the Review 
Section of the Consolidated Returns and Au- 
dit Division. S. M. Greenidge, who was head 

(Continued on page 29) 
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What is the Matter with the 
Income Tax Unit? 


(Continued from page 8) 


So much for the difficulties inherent in the administra- 
tion of the Income Tax Laws. 


The work of the Income Tax Unit is seriously im- 
peded by totally inadequate housine conditions. It is 
quartered in five buildings. The Commissioner of In- 
ternal Revenue has his office in the Treasury building. 
The deputy commissioner in charge of the Unit and 
various other administrative officers have their offices in 
Annex No. 1, at Pennsylvania Avenue and Madi-on 
Place; the Personal Audit, Corporation Unit and Special 
Audit Divisions are quartered in Annex No. 2, at Four- 
teenth and B Streets; the Sorting Section is located at 
Sixth and B Streets; the Rules and Regulations Sections 
at Twentieth and B Streets; the Natural Resources Di- 
vision, the Solicitor of Internal Revenue, and the Com- 
mittee on Appeals and Review are housed in the Interior 
Department building at Eighteenth and F Streets. The 
close personal contact so much to be desired in an organi- 
zation of this kind is almost impossible when the various 
divisions and sections are so widely scattered. Several 
floors of the Arlington building at Vermont Avenue and 
H Street were originally intended for the Internal Reve- 
nue Bureau. This building is sufficient in size to accom- 
modate the entire Bureau. It is occupied at present by 
the Veterans’ Bureau. It would be a measure of the first 
magnitude if Congress should provide an adequate build- 
ing for the Income Tax Unit or make other provisions 
for the Veterans’ Bureau and turn over the Arlington 
building to the Bureau of Internal Revenue. 


It requires no demonstration to show that the admin- 
istration of the income and profits tax laws is a man-size 
job. In the fiscal year 1922, the receipts of revenue from 
those taxes amounted to over $2,000,000,000. The com- 
plex character of the Act to be administered has already 
been discussed. The total personnel in the Income Tax 
Unit and the Collector’s offices is over 15,000. In view 
of this situation it is absurd to burden the Commissioner 
with the enforcement of the liquor and narcotic laws; 
yet, so it is. If the Department of Justice is not the 
proper arm of the Government to enforce these laws, they 
should be put under a separate bureau. 


Figures show the size of the task that was suddenly 
dumped on the Commissioner of Internal Revenue in 
1917. Prior to that year the burden had been light. 
In 1866 the receipts from the income tax law of 1861 
amounted to $72,982,159. This was the largest amount 
collected in any year under that law. In the fiscal year 
1914, the receipts from the income tax law of 1913 
amounted to $71,381,275. In the year 1917, receipts 
from this tax amounted to $359,681,228. In the year 
1918, the receipts from the income and profits tax laws 
of 1917 amounted to $2,838,999,894. In the year 1920, 
the receipts under the income and profits tax law of 1918 
amounted to $3,956,936,004. In 1922, receipts from the 
revenue law of 1921 amounted to $2,086,918,465. The 
amount of internal revenue received from all other sources 
during the fiscal year 1922 amounted to $1,121,239,843. 
Many provisions of the Revenue Law of 1917 were new 
and the force had to be educated in the law and trained 
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in its administration. In order to secure uniformity of 
decisions under and application of the law, it was neces- 
sary to employ a considerable force at Washington. This 
was the original plan in this establishment, rather than 
the collection of the tax. It was contemplated at that 
time that as soon as the interpretation of the law should 
be settled, the work of administering it and collecting the 


tax would be carried out largely through the Collectors’ 
offices. : 


Not only have the receipts grown, but the number of 
returns on which taxable income is reported has increased 
almost twenty fold from 1916 to 1920, due largely to the 
lowering of the personal exemptions. ‘There were 437,036 
income returns filed in the year 1916; in the year 1917 
they increased to 3,473,890, and in 1920 they amounted 
to 7,259,944. . 


Exact figures are not available showing the increase in 
personnel in the Income Tax Unit and their distribution 
in Washington or in the field, during the period we are 
discussing. In 1913, the administrative force in the 
entire Internal Revenue Bureau at Washington con- 
sisted of 277 persons, while the field force numbered 
3,723. The total force in that year engaged in income 
tax administration, both in Washjngton and in the field, 
with the exception of employees in Collectors’ offices, 
amounted to under 400 persons. In 1918, the entire 
personnel in the Bureau at Washington numbered 2,245, 
and the field force 7,257. In this year it is estimated 
that the total personnel at Washington and in the field 
employed in the Income Tax Unit alone amounted to 
something over 2,100 persons, of whom about 585 were at 
Washington and approximately 1,540 in the field. The 
total number of persons employed in the Income Tax 
Unit now amounts to about 8,318 persons, of whom 
3,064 are in the field and 5,254 are in Washington. In 
addition to those employed in the Income Tax Unit, 
probably about 6,500 persons are employed in the various 
Collectors’ offices. 


Evidence of Centralization 


These figures not only show the great increase in the 
number of persons employed in the administration of 
income and profits tax laws, but show, also, that the in- 
crease in the force at Washington has been, actually and 
comparatively, much greater than in the field. The 
process was one of centralization. 


Personal income tax returns showing a net income oi 
$5,000 or less are left in the various Collectors’ offices 
and are audited there. Work on this class of returns is 
practically current. Personal income tax returns disclos- 
ing net income of more than $5,000, and all corporation 
returns, are sent to Washington. As a result of this pro- 
cedure, approximately 1,200,000 income tax returns are 
forwarded to Washington each year. The completion 
of the audit of these returns is discouragingly in arrears. 
Only about 63,000 returns for the year 1921 have been 
audited, and those for 1922 are practically untouched. 
The audit of 674,642 returns for the years 1917 to 
1920, inclusive, has not been completed. ‘These returns 
are distributed over the four years as follows: 


Year Returns 


Et He ee 28,916 
SOE oss ea RENE ees 84,324 
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. ry ere 103,198 

eer er re ere 458,205 
These figures are taken from the Statement of Progress 
for the three months ending June 30, 1923. Although 
a considerable amount of work has been done in the 
audit of these returns, they involve very large amounts 
of tax and questions so difficult of solution that they 
have not been solved.in all this time. 


At the instance of our ‘Board, an investigation is now 
being conducted by a man trained in business organiza- 
tion for the purpose of expediting the audit of returns, 
the disposition of claims, the elimination of unnecessary 
steps, and the fixing of responsibility. It is hoped that 
the result of his recommendations will materially increase 
the production of the Unit. 


Advocates Decentralization 


The very size of the task and the spread of the work 
over the entire country forces upon our consideration 
the advisability of decentralization. In the year 1863, 
when the Income Tax Law of 1861 was being admin- 
istered, the field service personnel amounted to 3,822, 
and the force at Washington to 60. A striking feature 
of this division compared with that at the present time, is 
the smallness of the force at Washington. At the present 
time there are 34 Internal Revenue offices, in various 
sections of the United States, each under a Revenue Agent 
in Charge, who reports directly to the Income Tax Unit 
at Washington. While this field force makes examina- 
tions when instructed so to do from Washington, they 
have no power to settle and determine cases and can only 
report their findings to the Income Tax Unit at Wash- 
ington, where the tax is settled. There seems to be no rea- 
son to believe that the audit of returns by accountants 
could not be carried on in a number of different offices 
just as well as it is being done at Washington. Personal 
contact with the taxpayer would eliminate lengthy and 
unsatisfactory correspondence. Valuations could be ar- 
rived at with far greater expedition where the object of 
the valuation could be seen than by the application of 
formulae and rules of thumb at a great distance. While 
a collection of experts located at one place has some 
advantages and may in some instances insure a greater 
degree of accuracy, the examination in the field would 
prevent the Government from being imposed upon and 
in many instances would result in more reasonable valua- 
tions. As I have already said, this attempt to arrive at 
absolute accuracy is one of the causes of the Bureau being 
so far behind in the audit of returns. The great majority 
of taxpayers are honest, but in doubtful cases, they 
naturally interpret the laws in their favor. The investi- 
gation by the Bureau should be designed to protect the 
Government, not to squeeze out the last dollar of tax. 
To accomplish the latter is impossible, and to attempt to 
do so is unprofitable. 


If decentralization of the work of the Bureau were 
attempted it is presumed that district offices under the 
control of the Commissioner of Internal Revenue and 
under the supervision of his appointees would be estab- 
lished in various parts of the country. It would seem to 
be practicable that an assistant solicitor of internal reve- 
nue be connected with each district office to advise on 
points of law arising during the audit of returns. New 
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questions of law could be referred to the Solicitor him- 
self at Washington. Groups of the Committee on Ap- 
peals and Review could go on circuits of the district 
offices and hear appeals arising in those localities. Recom- 
mendations of the Committee should clear through the 
chairman at Washington and be referred to the Commis- 
sioner for approval in the ordinary course. Such a prac- 
tice would secure uniformity of decisions. 


During the war, the War Department at first at- 
tempted to handle all of its activities in Washington. 
The result was such an accumulation of work and slowing 
up of progress that the Department was forced to decen- 
tralize its activities. This action was accompanied by 
marked expedition in the handling of work. In com- 
menting upon the situation, the Ordnance Department 
said, ‘“‘All circumstances call for decentralization—the 
indicated solution for any problem, be it political, com- 


mercial, or industrial, in which size is the predominant 
factor.” 


The advantage to the taxpayer in decentralization is 


_ manifest. His taxes would be settled at or reasonably 


near to his place of business. Trips to Washington and 
the employment of counsel there would be unnecessary. 
Decentralization will require no amendment to the Act, 
should it be decided upon. Such a move, however, will 
meet with strenuous opposition in many quarters. 


While complete and immediate decentralization is quite 
out of the question, the advantages which might accrue 
certainly warrant an experiment along that line. It 
could first be applied in respect of personal returns, and 
if successful, could be extended to corporation returns. 
It might be found advisable to continue the audit of con- 
solidated returns of corporations at Washington. 


Objection is often raised to decentralization on the 
ground that it would throw the administration of the 
income tax laws into politics. This might be true if 
decentralization were carried out through the Collectors’ 
offices. Such procedure, however, is entirely unnecessary, 
and, in my opinion, inadvisable, unless Collectors’ offices 
are placed under the Civil Service laws. The various 
district offices could be placed directly under the Commis- 
sioner, just as the Internal Revenue Agents in Charge 
are under him at this time. 


The problem of decentralization is one that has been 
considered by our Board for some time. The first experi- 
ment therein was made by sending a group of the Com- 
mittee on Appeals and Review to hear cases arising in this 
locality. That Committee is now in Los Angeles. 


In pursuance of its statutory duties, the Tax Simplifi- 
cation Board has made a number of recommendations 
looking to the simplification of the procedure followed and 
forms used in the Bureau, most of which have been 
adopted and put in force. It would be tedious to describe 
them in detail. The following recommendations, made 
this year, may be noted briefly: 


First: The clarification and simplification of the pro- 
cedure on appeals to the Committee on Appeals and 
Review. 

Second: The abolishing of ownership certificates in 
connection with bond interest, except in respect of bonds 
containing tax-free covenant clauses. These certificates 
were found to be productive of little additional tax and 
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to be a source of annoyance to the public. It is impossible 
under the law and in justice to the obligor to abolish 
them in connection with bonds containing tax-free cove- 
nant clauses. 


Third: The adoption of a simple form of return on one 
sheet for taxpayers whose net income is less than $5,000 
and is derived chiefly from one source. This return will 
be of benefit to the great majority of taxpayers next year. 


Fourth: The strict requirement that cases once closed 
be not reopened except in cases of fraud or gross error. 


Fifth: The examination by a man trained in business 
organization of the process in the audit of returns and 
the adoption of his recommendations designed to speed 
up the work, eliminate unnecessary steps and fix responsi- 
bility. 

Sixth: Experiments in decentralization. 

The most effective way of simplifying the income tax 
law and procedure is by reducing the rates. Where the 
rate of taxation is high, every question becomes one of 
importance, is strenuously insisted upon by the taxpayer, 


and requires careful, and frequently: minute, examination 
by the Government. 


Acting within the scope of my appointment, I have 
dealt with some of the problems arising out of the ad- 
ministration of the tax laws. These are the troubles of 
the Income Tax Unit. The economic aspects of taxation 
I have discussed only incidentally. Presumably, Congress 
will have before it the question of taxation at its next 
session. ‘This association and its members will be influ- 
ential in the course of future legislation. May I, there- 
fore, again impress on you the importance of giving care- 
ful consideration to tax administration in any future tax 
legislation. 


Taxation of Dividends and other 


Corporate Distributions 
(Continued from page 11) 


ing net income when such rules relate to ques- 
tions of the actual existence of a gain or the 
time of realization. For example, there 
should be no doubt that a mere increase in the 
value of property, not realized by sale or other 
disposition, is not earnings or profits any more 
than it is taxable income, even though clearly 
established by competent appraisal and en- 
tered on the books. It should also be clear 
that inventories should be uniformly valued 
upon the same basis for the determination of 
earnings or profits for purposes of distribution 
as for the determination of income for pur- 
poses of taxation. Proper depletion charges, 
representing a return of investment, although 
not required to be deducted in ascertaining the 
amount of earnings distributable under other 
laws fixing the relative rights of stockholders 
and creditors, undoubtedly should be de- 
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ducted under the income tax law to find the 
amount of earnings or profits distributable as 
dividends as well as to find the amount of in- 
come taxable to the corporation. Where a 
question of net income relates to the fact of 
gain rather than to the policy of taxation, the 
statutory provision or the administrative de- 
cision upon a matter otherwise doubtful 
should unquestionably apply to the determina- 
tion of distributable earnings or profits. 


Before applying these principles directly to the par- 
ticular circumstances in which we are immediately inter- 
ested, it may be well to note that they are by no means 
easy to apply in all cases. There are many questions in 
which it is difficult to say whether the result reached 
under the income tax law is based upon considerations of 
policy or upon the determination of principles. For ex- 
ample, the statute now permits a deduction for the 
amount expended in the replacement of property involun- 
tarily converted into cash, in excess of the original cost 
of similar property. While this deduction has been de- 
nied upon principle and was perhaps expressly allowed 
in recognition of policy, it seems ‘arguable that it takes 
merely an advanced stand in recognizing facts of actual 
economic significance and, therefore, that the distributable 
earnings, as well as the taxable income, s‘ould be re- 
duced by the amount of the increase in the investment in 
the property. A gift is not income for tax purposes, but 
this was not always true (T. D. 2090 under the Act of 
1913) and results undoubtedly from an exemption from 
tax, not an exclusion from earnings. Additional capital 
or paid-in surplus which is contributed by a stockholder, 
is, of course, not earnings or profits. Notwithstanding a 
recent court decision in which it was argued that there 
was no gain upon the receipt of insurance upon the life 
of an officer of a corporation (The Supplee-Biddle Hard- 
ware Company v. United States, Ct. of Cls., not yet re- 
ported ), it seems clear that the proceeds of such insurance 
are in fact earnings or profits, but perhaps they should not 
be so regarded, if that decision stands unreversed, upon 
principle. Whether or not reserves for contingencies, 
such as losses upon accounts receivable, liability under 
workmen’s compensation laws, or allowances due under 
guaranties or seller’s warranties, should be included in 
the accumulated earnings at any date probably should not 
depend upon the rulings under the income tax laws, which 
have not been accepted as representative of the best ac- 
counting opinion and which have undoubtedly been re- 
stricted by the narrow terms of the statutes, but should 
follow the most authoritative and most widely accepted 
professional view as to the nature of these reserves in a 
balance sheet. Clearly a reserve for a pure contingency 
or anticipation, such as the reserve for a contemplated 
advertising campaign, is a part of the accumulated earn- 
ings, just as surely as an asset based wholly upon antici- 
pation, like the unrealized appreciation in value of tan- 
gible assets, patents, or good will, should be disregarded. 


It often happens that a corporation purports to make 
a distribution out of its reserves for the depletion of 
mineral property or natural resources, charging the distri- 
bution against such reserves, sometimes in the absence of 
any or of sufficient surplus, and using in the distribution 
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funds or assets in which such reserves were invested. It 
has been recognized under the income tax law that a dis- 
tribution may in fact be made from such a source, al- 
though, of course, the rules for determination of source 
are not the same as may be applied for other purposes. 
Distributions from depletion or depreciation reserves may 
fall into any one of the three classes of distributions, as 
above defined, according to the character of the reserve 
from which they are made. That is, such a distribution 
may be (1) a dividend, subject to surtax but exempt from 
normal tax, if made from a reserve representing the ex- 
cess of discovery value over cost of mines, oil wells, or gas 
wells, may be (2) a distribution from 1913 surplus (as 
that term is here used) if made from a reserve represent- 
ing the excess of 1913 value over cost, or may be (3) a 
capital distribution if made from a reserve based upon 
cost. Each of these cases may be illustrated by a concrete 
example. 


Illustration of Cases 


When a depletion or depreciation reserve is based on 
the actual cost of property, a credit to the reserve and a 
corresponding charge against receipts or income represen‘s 
an offset to an actual impairment of capital sustained 
through the exhaustion of the property. The capital is 
thereafter represented to this extent by other assets in 
which the receipts or income is invested. A distribution 
chargeable against the reserve results in an actual impair- 
ment of capital, since the assets in which the capital was 
invested are necessarily reduced. It is immaterial that 
the depreciable assets may in fact have been purchased 
out of earnings or profits, rather than out of paid-in 
capital. For illustration, assume a mining company with 
a paid-in capital stock of $100,000, all of which was 
invested after 1913 in mines and equipment. Assume 
also that the operations have increased the assets (with- 
out allowing for depletion and depreciation) by $500,000, 
all of which is in cash and securities except for $150,000, 
which was invested in additional mines and equipment. 
If we assume that proper charges for depletion and de- 
preciation, based upon the cost of both the original and 
t'e later-acquired property, would aggregate $200,000, 
the balance sheet of the corporation should read: 


Assets Liabilities 
Mines and equip- Reserve for deple- 
ment (cost)...... $250,000 tion and deprecia- 
Cash and securities. 350,000 ee ene $200,000 
Surplus (earnings f 
and profits)...... 300,000 
Cagstal stock....... 100,000 
$600,000 $600,000 


Assume now that the corporation distributes to its share- 
holders the entire amount of its cash and securities, charg- 
ing $200,000 against the reserve and $150,000 against 
surplus. Obviously, this allocation is not valid under 
the income tax law, in view of the provision that, “every 
distribution is made out of earnings or profit. * * *” 
The entire surplus must, therefore, be applied against 
the distribution, and only the excess of $50,000 may be 
regarded as made from the reserve. On this basis, the 
balance sheet, after the distribution, would show: 


Assets Liabilities 
Mines and_ equip- Reserve for deple- 
ment (cost)...... $250,000 tion and deprecia- 
os oe eee $150,000 
Capital stock....... 100,000 
$250,000 $250,000 
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Since our assumption was that a proper reserve would 
amount to $200,000, it follows from our statement of 
facts that the only asset retained by the corporation, the 
mines and equipment, does not represent sufficient value 
to cover the capital stock, and, therefore, that there has in 
fact been a distribution of capital. In other words, the 
balance sheet would represent the true condition of the 
corporation only if prepared as follows: 


Assets Liabilities 
Mines and_ equip- Deficit (from distri- 
ment (cost)...... $250,000 bution) (Dr.)....$ 50,009 
Less reserve for de- Capital stock.......... 100,000 


pletion and depre- 


CWGIOH accede sins 200,000 


$ 50,000 





$ 50,000 


Every distribution which appears to be made from a re- 
serve based upon the cost of property will thus appear to 
be in fact a distribution of capital, which has remained 
unimpaired only because the reserve: was provided. Such 
distributions have in fact been so classified by the regula- 
tions of the Treasury Department, in which they have 
been held permissible only after the distribution of all 
accumulated earnings or profits. 


Where a reserve for depletion or depreciation is based 
upon the value of the property as of March 1, 1913, the 
amount by which the charge exceeds the amount charge- 
able on the basis of cost represents the realization of the 
increase in the value of the property which occurred prior 
to March 1, 1913. By means of the depletion or deprecia- 
tion charge there is excluded from the earnings or profits 
enough of the actual gross receipts to compensate for the 
exhaustion of the property, the value of which will then 
be represented by other assets. The result is the same as 
if the value had been realized by a sale and a distribution 
is governed by the same rules which would apply in such 
a case. “Taking the same circumstances shown above for 
illustration, assume only that the property was acquired 
prior to 1913, that its value was then twice its cost, and 
that (no depletion or depreciation having been sustained 
prior to 1913) the proper reserve should be increased to 
$400,000, of which one-half results from the increased 
basis. The balance sheet before distribution would 
then be: 





Assets Liabilities 
Mine and equipment— Reserve for deple- 
Ee eae $250,000 tion and deprecia- 
Appreciation ..... 250,000 ene $400,000 
—  Surplus— 
$500,000 Earnings and 
Cash and securities. 350,000 DYORES. 600206605 100,000 
: Appreciation of 
property ....... 250,000 
Capital stock........ 100,000 
$850,000 $850,000 














Under these circumstances, a distribution of $350,000 
would necessarily first exhaust the surplus earnings and 
profits of $100,000. Of the excess, $200,000 might prop- 
erly be regarded as a tax-free distribution of the realized 
increase in the value of the property which occurred prior 
to 1913. It is immaterial whether this amount is charged 
against the reserve or against surplus, although as before 
it will be found that conditions are accurately represented 
only if the reserve remains undiminished. The remaining 
$50,000 must be regarded as a capital distribution, since 
there has been no realization of this portion of the increase 
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in value and the property itself is not distributed. There- 
fore, the balance sheet after distribution should be as 
follows: 








Assets Liabilities 

Mine and equip- Surplus (from ap- 

POE SS 5.5 Gia kis slare $500,000 preciation of prop- 

Less reserve........ 400,000 erty, unrealized). .$ 50,000 
——— Capital stock....... 100,000 
$100,000 

Deficit (from distri- 

DUGIORD: 6css ce eines 50,000 
$150,000 $150,000 


The exemption applicable to a distribution from a re- 
serve for depletion or-depreciation representing the excess 
of 1913 value over cost and the effect of such a distri- 
bution upon the determination of gain or loss upon sub- 
sequent disposition of the stock ‘are the same as for any 
other distribution from 1913 surplus and are later ex- 
plained. Such a distribution, like any other distribution 
from 1913 surplus, may be made only after the distribu- 
tion of all earnings or profits accumulated after February 


28, 1913. 


Where depletion is charged on the basis of the value 
of mines, oil wells, or gas wells after discovery, under 
the special statutory allowance, that portion of the reserve 
which results from the.excess of such value over cost rep- 
resents a realization of such excess by the corporation. 
For example, if oil wells are purchased by a corporation 
for $100,000 have a discovery value of $1,000,000, and 
are operated until the depletion reserve amounts to 
$1,000,000, the corporation will then have in other 
assets, purchased from the proceeds of the operation of 
the wells, the equivalent of its original capital and the 
increase in value of $900,000 which has thus been con- 
verted into cash or its equivalent. ‘This is unquestionably 
a gain to the corporation. It is true that the realization 
of this gain has not resulted in income tax liability, but 
this is only because the statute, for reasons of policy, 
grants a special exemption from tax to income of this 
particular kind. It has often been pointed out that the 
statute discriminates between the owner of such property 
who rea‘izes his gain all at once by a sale of the property 
upon™which he is taxed and the owner who realizes the 
same guin free of tax through the operation of the prop- 
erty, although there is no substantial difference in the 
respective situations of the two persons. The difference 
between cost and discovery value is an increase in the 
value of property occurring after 1913 and the deduction 
for depletion on the basis of such excess in value is pro- 
portionately a realization of such increase. Although this 
realization is exempt from tax, there appears to be no 
reason why it should or may be excluded from the earn- 
ings or profits accumulated after February 28, 1913. A 
distribution from such a reserve is, therefore, a taxable 
dividend and such reserve must be distributed before there 
may be any distribution from 1913 surplus or from capi- 
tal. If this were not true, and if the realization is held 
not to be earnings or profits, then the distribution would 
represent an increase in value of property occurring after 
1913 and would be a capital distribution, subject to the 
rules stated elsewhere. “This result, however, would seem 
to be wholly at variance with the fundamental principles 
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above found to govern the determination of earnings or 
profits as distinguished from net income. 


This form of distribution may also be concretely illus- 
trated by balance sheets, as follows: 


BEFORE DISTRIBUTION 








Assets 
Oil wells— 
A ee ee, ee . . $100,000 
Less reserve for depletion, based on 
WON Series 252s ce meee aN ws 45,000 
7 — —— 
Unextinguished cost ............ $ 55,000 
Appreciation by discovery........... $900,000 
Less reserve for depletion, based on 
GIGCOVETY WOME o..s vs wccceus scenes 405,000 
Unrealized appreciation......... 495,000 
Wet BOGE WOMtC. .. 65.25.6500 00 $ 550,000 
Cast ad pecdriies:...o ccc Soke 700,000 
$1,250,000 
Liabilities 
Surplus— 
Earnings and profits from operations. $ 250,000 
Appreciation by discovery— 
Realized through depletion........ $405,000 
EE | RE a en Se ee 495,000 900,000 
; ‘ $1,150,000 
NEAL SOBER is i is aiden seca esas 100,000 
$1,250,000 





Entry to Cover Distribution of $450,000 


Dr. Surplus—Earnings and profits from 


NII Se oc siase as siecle ater $250,000 
Dr. Surplus—Appreciation by discovery 
RNRENER ra. 5S core Gorin Ge cee oS 200,000 


Cr. Cash and securities; <.c..6..46.% $450,000 





$450,000 $450,000 
AFTER DISTRIBUTION 
Assets Liabilities 
Od WERE. 6.5.6 5c:6y08 $1,000,000 Surplus (from ap- 
Less total reserve preciation by dis- 








for depletion covery )— 
sustained ..... 450,000 Realized through 
6 depletion ...... $205,009 
Net value..... $ 550,000 Unrealized ........ 5: 495,000 
Cash and securities 250,000 —— 
(io $700,000 
Capital stock ....... 100,000 


$_800,000 $800,000 


Probably it is optional whether the distribution should 
not first exhaust the surplus representing the realized 
appreciation, in which event the balance sheet, after the 
distribution, would be: 

Assets 


One $1,000,000 
Less reserve.... 450,000 


Liabilities 
Surplus— 
Earnings and 
profits from op- 





Net value...$ 550,000 eratioms ......; $205,000 
Cash and securities 250,000 Unrealized appre- 
CUMIOM o.d6605<s 495,000 
i. ee $700,000 
Capital stock........ 100,000 
$ 800,000 


(Concluded in the next issue. ) 








Editorial Review 


Taxation Under Real Difficulties 


Compared with the taxation problem which 
Germany has had to face since the termina- 
tion of the war, that of the United States is 
comparatively simple. Currency has depre- 
ciated so rapidly (81.7 per cent in the last 
week of July alone) that from the time a tax 
levy is assessed on German taxpayers to that 
of collection the levy becomes entirely inade- 
quate for the outlay to be met. It is said that 
the revenue obtained in June and July did not 
pay the cost of collection. 


New emergency tax measures have been 
necessary. The latest reported tax law, ef- 
fective September 15th, is a combination sys- 
tem that heavily multiplies all previous levies. 
Taxes are imposed under five heads—income 
tax, Ruhr levy, wages tax, agricultural tax, 
and motor car tax. The income tax applies 
both to individuals and corporations. Under 
the new rulings, according to the Manchester 
Guardian Weekly, both kinds are assessed on 
incomes earned in the year 1922, but instead 
of paying what they paid then, individual in- 
come-tax payers will pay a hundred times the 
amount and companies 600 times the amount. 
This is an endeavor to keep pace with the 
depreciated currency. 


The Ruhr levy is a supplementary income 
tax meant to finance the Ruhr war. It is 
assessed on the same basis as the income tax, 
but the multipliers are doubled—that is to say, 
individuals will pay 800 times, and companies 
1,200 times what they paid as income tax in 
1922. 

Incomes that were less than one million 
marks in 1922 are exempted from new rulings. 
Wage-earners continue to pay 10 per cent of 
their wages as income tax as before. Inhabi- 
tants of the Ruhr and Rhineland are exempted 
from the Ruhr levy. 


Under the old scheme, income tax was paid 
in a lump sum for the whole year after the 
year was out, but under the new scheme, ad- 
vance payments are to be made. These ad- 
vance payments have been fixed as follows: 
Every individual who is not exempted has to 
pay an income tax equal to 100 times the 
amount he paid for the whole of 1922 and as a 
contribution to the Ruhr levy, 200 times that 
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amount by August 25. He has to pay an 
identical advance by October 5 and yet an- 
other by January 5, 1924. In other words, 
between now and January 6, 1924, he has to 
pay in three installments a sum equal to 900 
times the amount he paid as income tax for 


the year 1922. 


The wages or industrial tax ( Betriebssteuer ) 
operates with great simplicity. All German 
wage-earners pay 10 per cent of their wages 
as income tax. The 10 per cent is deducted 
from their wages by their employer, who 
hands it over to the State. During the next 
six months every industrial concern will pay 
the State a weekly sum equal to twice the sum 
deducted from the wages of its workmen and 
employees. Thus, if the firm employs work- 
men whose wages amount to the equivalent of 
$1,000, it will have to pay twice 10 per cent 
of this amount, that is, $200, out of its own 
pockets. This levy is really an additional in- 
come tax on industrial concerns. 


The agricultural tax is meant as a counter- 
part to the industrial tax. All agricultural 
land is to pay the equivalent of one and a half 
gold marks monthly for every 2,000 gold 
marks of valuation. 


The United States Department of Com- 
merce report dated September 17 with refer- 
ence to the new German taxes, says: 


“The new taxes, which are still payable in 
paper marks, even if fully collected, seem 
hopelessly inadequate. The estimated yield 
of the new income tax, the corporation tax, 
and the Rhine-Ruhr tax, all payable between 
August 25 and February 1, is only one hun- 
dred and seventy-five trillion marks, while the 
deficit of the Government on August 20 was 
two hundred and forty-four trillion marks. 
There is no hope of balancing the budget un- 
less a gold basis is adopted for taxation, and 
the new paper mark taxes only serve to em- 
barrass production and distribution. The new 
taxes on agriculture and the tax intended to 
force the surrender of foreign currency to the 
Government are estimated to yield a total of 
456,000,000 to 500,000,000 gold marks ($119,- 
000,000). Furthermore, the total yield of 
these taxes will not be collected until Feb- 
ruary |.” 
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Right of Exemption to Farm 
Co-operatives Extended 


oOo destroying their right of ex- 


emption, farm co-operative associations 
are now allowed to maintain a sinking fund 
or surplus to provide for the erection of build- 
ings and facilities required in business and for 
other specified purposes. This, with several 
other changes, giving a broader scope to such 
associations within tax-free limits, was made 


effective by a recent Treasury decision (T. D. 
3511). 


Sections (a) and (b) of Article 522, as 
amended, now read as follows: 


Co-operative associations.—(a) Co-operative associa- 
tions, acting as sales agents for farmers, fruit growers, 
live stock growers, dairymen, etc., or engaged in the mar- 
keting of farm products, and turning back to the produc- 
ers the proceeds of the sales of their products, less the 
necessary operating expenses, on the basis of the produce 
furnished by them, are exempt from income tax and shall 
not be required to file returns. Thus, co-operative dairy 
companies, which are engaged in collecting milk and dis- 
posing of it or the products thereof and distributing the 
proceeds, less necessary operating expenses, among the pro- 
ducers upon the basis of the quantity of milk or of butter- 
fat in the milk furnished by such producers, are exempt 
from the tax. If the proceeds of the business are distrib- 
uted in any other way than on such a proportionate basis, 
the association does not meet the requirements of the 
statute and is not exempt. *The accumulation and main- 
tenance of a reasonable reserve for depreciation or possible 
losses or a reserve required by a State statute or a reason- 
able sinking fund or surplus to provide for the erection of 
buildings and facilities required in business, or for the 
purchase and installation of machinery and equipment, 
or to retire indebtedness incurred for such purposes will 
not destroy the exemption. A corporation organized to 
act as a sales agent for farmers, or to market co-oper- 
atively the products of the farm, and having a capital 
stock on which it pays a dividend not exceeding the legal 
rate of interest in the State in which it is incorporated 
and in which substantially all of the outstanding capital 
stock is owned by actual producers, will not for such rea- 
sons be denied exemption, but any ownership of stock by 
others than actual producers who market their products 
through the association, must be satisfactorily explained in 
the application for exemption. In every such case the 
association will be required to show that the ownership 
of its capital stock has been restricted as far as possible to 
actual producers, and that the association has not volun- 
tarily sold or issued any stock to nonproducers. Thus, if 
by statutory requirement, all officers of an association must 
be stockholders, the ownership of a share of stock by a 
nonproducer to qualify him as an officer, will not destroy 
the association’s exemption. Likewise, if a stockholder 
for any reason ceases to be a producer and the association 
is unable, because of a constitutional inhibition or other 
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reason beyond the control of the association, to purchase or 
retire the stock of such nonproducer, the fact that, under 
such circumstances, a small amount of the outstanding 
capital stock is owned by stockholders who are no longer 
producers, will not destroy the exemption.* 

(b) Co-operative associations organized and operated 
as purchasing agents for farmers, fruit growers, *live 
stock growers,* dairymen, etc., for the purpose of buying 
supplies and equipment for their use and turning over 
such supplies and equipment to them at actual cost, plus 
necessary operating expenses, are also exempt. *The 
provisions of paragraph (a) relating to a reserve, sink- 
ing fund or surplus and to capital stock shall apply to 
associations coming under this paragraph.* 

The parts of the text between asterisks 
(* *) include the principal changes made 
by the late Treasury decision. 


Half Billion Dollar Revenue 
Decrease for 1923 


HE Commissioner of Internal Revenue 
has submitted a preliminary report on col- 
lections for the fiscal year ended June 30, 1923. 
The report shows that the Government has 
refunded nearly $124,000,000 in taxes illegally 
collected. There are still many millions of 
refunds claimed that are in dispute or in litiga- 
tion. Winding up of the excess profits and 
transportation taxes accounts for the larger 
part of the decrease in revenue. The report 
says in part: 
The total collections of internal revenue 
from all sources for the fiscal years 1923 and 
1922 were as follows: 


es wn die ane vn oh Ge wa ae eicn on $2,621,745,227 
PE Micicdinavesictheeeken ches 3,197,451,083 
OLE TR TT $ 575,705,855 


During the fiscal year 1923, refunds were 
made as follows: 
Refunding taxes illegally collected, claims 

accrued prior to July 1, 1920.......... $ 71,980,947 


Refunding taxes illegally collected, 1921... 34,502,757 
Refunding taxes illegally collected, 1922... 14,784,563 
Refunding taxes illegally collected, 1923... 2,724,552 

i cisinivincninienscebharaies $123,992,820 


The interest allowed on claims for refund 
under provisions of the act of November 23, 
1921, amounted to $3,856,124, which is in- 
cluded in the foregoing statement. 


The collections from income and profits 
taxes for 1923, compared with those from 
similar taxes for 1922, were as follows: 


is. wins anucioa unite eeaabeaee $ 397,741,055 
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These receipts for 1923 include payments 
of the third and fourth installments of the 
1921 taxes and the first and second installments 
of the 1922 taxes. There are also included 
various payments on account of additional 
assessments and amended returns of income 
and profits taxes for prior years resulting from 
field investigation and office adjustments. 


The decrease in revenue from income and 
profits taxes for the first half of the fiscal year 
1923 is due principally to the depression of 
business in 1921, and to some extent to changes 
in the law. 


Notwithstanding the lower rates in force 
under the Revenue Act of 1921, increased rev- 
enue has been received on the first and second 
installments of income tax for 1922 over sim- 
ilar installments for the year 1921. Tax pay- 
ments for March, 1923, were $464,684,211, as 
compared with $395,898,430 for March, 1922. 
For June, 1923, receipts were $352,986,763, as 
compared with $300,194,987 in June, 1922. 


The collections in 1923 and 1922 from mis- 
cellaneous taxes, which include all sources of 
internal revenue except income and profits 
taxes, were as follows: 


SE oh ss sug adu vat utey cane meacees $ 932,567,819 
1,110,532,618 


ee ea ie oe oe eee $ 177,964,799 


The loss of revenue due to the repeal, effec- 
tive January |, 1922, of the transportation 
taxes, insurance and various excise taxes, was 
materially offset by the increased revenue for 
1923, principally from tobacco manufacturers, 
of $38,255,666, and from automobiles, etc., of 
$39,850,639. 
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The miscellaneous taxes for 1923 include 
Philippine and Porto Rican taxes as follows: 


NS CE ae od wn wie phe tene eee $960,637 
Porto Rico 9,979 


$970,616 


In addition to the above amount reported 
on account of Porto Rico there was also col- 
lected $997,550 from sale of stamps affixed to 
imported products to the United States, which 
was deposited in San Juan, Porto Rico, to the 


credit of the treasurer of the territory of Porto 
Rico. 


The expenditures in administering the in- 
ternal revenue laws for the fiscal year 1923 
were approximately $45,475,000, not includ- 
ing expenditures from appropriations for re- 
funding internal revenue collections and taxes 
illegally collected, which is in no sense an 
administrative expense. The cost of opera- 
tion for the year on this basis was $1.73 for 
each $100 collected, compared with $1.30 for 
the preceding year. Expenditures included, 
however, approximately $8,200,000 for the 
enforcement of the prohibition law and $675,- 
000 for the enforcement of the narcotic law. 
Deducting these amounts from the total leaves 
$36,600,000 as the expenditure for collecting 
the internal revenue taxes for the fiscal year 
1923, which is equivalent to a cost of $1.40 for 
each $100 collected. The cost of collection 
on a similar basis for the fiscal year 1922 
was $1.07. 


The increase in cost of collection for the 
past fiscal year is due to a reduction in revenue 
of $575,705,855 and also to the fact that ap- 
proximately $18,000,000 was expended in 
auditing income tax returns for the years 1917 
to 1921, inclusive. 
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Accountants, Auditors, Appraisers 
Specializing in Federal Tax Practice 


751 Marquette Building 
Telephone Dearborn 1877 


IOWA 


DES MOINES 


Parker, Abibern & Cn. 


PROFESSIONAL ACCOUNTANTS & AUDITORS 
INCOME TAX COUNSELLORS 
DES Terre BY we 


DES MOINES, IOWA 


FOR RATES AND FURTHER 
INFORMATION WRITE TO 
OFFICE OF PUBLICATION 


CHICAGO 


IOWA 


Continued 


DES MOINES 


INCOME TAX AUDITS A 


ADJUSTMENTS 
R. E. BAILEY 
ROOM 3, COMMERCIAL SECURITIES BLOG 


525 SIXTH AVENUE DES MOINES, [0 
PHONE WAL. 2182 


M ASSACHUSET 
BOSTON 


Telephone Main 5200 


R. L. HAM & COQ 


ACCOUNTANTS AND AUDITORS 
SPECIAL FEDERAL TAX SEK VICE 


157 Federal St. BOSTON, M! 


> 


MISSOURI 


ST. LOUIS 


The Accounting Service C¢ 


ACCOUNTANTS AND AUDITORS 
TAX CONSULTANTS 


Chemical Building 
St. Louis, Mo. 


——————— 


NEW YORK 


NEW YORK. | 


E. G. Borjes & Co. | 
TAX SERVICE - AUDITS - SYSTE 
151 Fifth Avenue 


New York 
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Edward Biele & Co. | W. W. Furn ell 


Practice confined to Federal Income | Certified Public Accountant 
and Profits Taxes 


Cleveland Discount Building | 
CLEVELAND, OHIO 


CLEVELAND 





Carbaugh & Lewis 
TAX CONSULTANTS 


Auditors Systematizers 
Hickox Building 
CLEVELAND, OHIO 





PITTSBURGH 





Income Tax Consultant 
Valuation snd Depletion Reports 
i Properties. 


Bartlesville, Oklahoma 





TAX EVENTS AT WASHINGTON 


(Continued from page 18) 


of the Natural Resources Division, becomes 
head of the Engineering Division. C. E. Mc- 
Closkey, who was assistant head of the Nat- 
ural Resources Division, has been made assist- 
ant head of the Natural Resources Audit Di- 
vision. J. O. Burnham, who was supervisor 
of claims, has been transferred and named as 
assistant head of the Records Division. Ed- 
win Smith, who was chief of the Records sub- 
division, has been transferred to the post of 
chief of the Claims Control Division. J. R. 
Brelsford, who was chief of the Claims Con- 
trol Section, becomes assistant chief in charge 
of the Interest Unit of the Claims Control 
Section. F. M. Woodward, former head of 
the Administrative Division, will be the head 
of the Service Division. The duties of assist- 
ant chief of this division devolve upon F. E. 
Dodge, former assistant chief of the Records 
subdivision. As chief of the Special Assess- 
ment Section, I. T. Enes, who was conferee of 
the Consolidated Returns subdivision, has 
been chosen. John T. Elsroad has been ap- 
pointed acting assistant chief of the Special 
Assessment Section. 


Another good way to avoid paying income tax is to 
indorse notes for all of your friends——Monroe (Wis. ) 
Journal-Gazette. 


W. SAREL LYNNE 


Certified Public Accountant 
(Penna. and Ohio) 

American Institute of Accountants 
Practice Confined to Incomeand Pro its Taxes 
|524 Fourth Avenue _— Pittsburgh, Pa. 
Phone Court 5469 





‘THE J. P. GARDNER COMPANY 


For rates and further |CERTIFIED PUBLIC ACCOUNTANTS 
information write to of- 
fice of publication. 


SPECIALIZING IN FEDERAL 
TAX PRACTICE 


FEDERAL RESERVE BLDG. 
PITTSBURGH, PA. 





“Income tax cut 20 per cent.”’ 
cautions the Journal of Wall Street: This happened in 
New Zealand. 


THIS ROYAL LOOKS LIKE NEW 
SELLS NEW WEARS LIKE NEW 
$10250 pire GUARANTEED 

= LIKE NEW 


Our Price, $4650 


Manufacturers’ 


. Our Price 
Price 


Hundreds of Similar Attractive Values 
IN EVERY MAKE 
ADDING MACHINES CALCULATING MACHINES 
TYPEWRITERS CHECK PROTECTORS 
We carry in stock the largest variety of such machines in the 
United States. 


No matter what your requirements may be, we can execute 
them. 


You'll be surprised how much money we can save you—yet at 
no sacrifice of quality, or service. 


Many of the biggest concerns in the country have found it 
profitable to deal with us. We stand back of everything we sell 
as conscientiously as the manufacturers. 


WRITE US; TELL US OF YOUR NEEDS. IT WILL 
PAY YOU. 


RELIABLE TYPEWRITER AND 
ADDING MACHINE CORP. 
170 West Washington Street CHICAGO 
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Talk Over Your Lighting 


Problems 


Every Employee, satisfied, is an asset. Whatever you do to keep 
these employees satisfied means more work; better work. 
Though not often suspected, bad lighting is the cause of sickness 


and nervousness. Glare and eye-strain from poor lighting wear 
down your efficiency and leads to careless work. 


Talk over your lighting problems. Say to yourself ---‘‘Is our light- 
ing right?” Insure yourself and everyone who works with you 
against discomfort. 


Learn about X-Ray Indirect Lighting---how it protects the eyes 
and promotes efficiency. 


Our Engineers will be glad to offer suggestions---gratis--- 
for the proper lighting of your offices. Write us today. 


National X-Ray Reflector Company 


31 W. 46th Street Main Offices Pacific Finance Bldg. 
New York Chicago Los Angeles 







Does your office have comfortable, 


fh ligh like this? X-Ray Indirect Nlumination 
efficient lighting like this? 


is used throughout. 


“Yis all tt the X-Ray Reflector” 


